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On Dec. 29, the Mexican government and the US Treasury Department announced a new debt
relief proposal which may ultimately reduce that country's total foreign debt by $10 billion. With
the purchase of US Treasury bonds by the Mexican government, the bonds will serve to back the
Mexican government's own securities issued to foreign banks in exchange for their Mexican loans.
Mexico City will purchase $10 billion in US 20-year Treasury bonds for $2 billion cash. The type of
bonds in question are "zero coupon," meaning that the Treasury will not pay interest on the bond
until the maturity date. In brief, after 20 years the US Treasury will owe Mexico City $10 billion. The
Mexican government has indicated that it will issue a maximum of $10 billion in interest-bearing
securities, to be swapped for bank loans on an auction basis. Financial analysts expect that the
loan paper will be auctioned at about 50 cents to the dollar, the going price in secondhand markets
for Mexican debt. Mexico City is not obligated to accept a given bid. Thus, the larger the loss a
bank is willing to accept, the greater the probability that its bid to unload a given amount of debt
will be accepted by the Mexican government. In summary, assuming that the entire $10 billion in
securities is exchanged for debt at the expected average price, Mexico would reduce its foreign
bank debt by $20 billion. Potential impact of the proposal for Mexico: Mexico stands to reduce its
total foreign debt by $10 billion ($20 billion in foreign bank debt, minus $10 billion in securities
held by foreigners). Over a 20-year period, the government could save up to $18 billion in interest
payments. Potential impact of the proposal for foreign bank creditors: The proposal is an attractive
one to banks than earlier proposals to exchange debt for bonds since in this case, the securities are
backed by the US government. The US Treasury bonds will serve as a guarantee on the principal
(not the interest) of the Mexican government's securities. On Jan. 5, Vice President George Bush told
the National Press Club in Washington that he thought it "proper" for banks to consider writing
down "to some degree their loans" to Third World nations. [This week NCNB Corporation, a bankholding company based in Charlotte, NC, announced that during the fourth quarter of 1987 it wrote
off 56% of its $107 million in Mexican loans. NCNB's move will thus reduce the corporation's pretax income by about $60 million.] Bush welcomed what he called the "flexibility" in dealing with the
debt problem demonstrated by the Dec. 29 announcement.
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